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I. Introduction

San Diego Skateworld Center, Inc. (“Skateworld”) entered into a Percentage Lease
Agreement (“Lease”) with The Redevelopment Agency of the City of San Diego
(“Agency”) on December 30, 2002 that was subsequently amended on December 30,
2005, July 11, 2007 and July 1, 2008 that extended the lease term through December 31,
2008. One of the provisions of the Lease is Paragraph 3.2 which specifies that
Skateworld is to pay the Agency a percentage of Gross Income on a monthly basis.
Skateworld is to pay the agency 12% of Gross Income in year one and 15% thereafter
with a minimum of $48,000, $54,000 and $60,000 in years one through three

respectively. Gross Income is defined in Paragraph 3.4 as follows:

Gross Income as used in this Agreement shall include all income earned
by LESSEE from the operations permitted herein, from whatever source
derived and whether received or to become due.
In addition to revenue from its commercial operations, Skateworld subleases commercial
space located on the property to a number of tenants (“subtenants™). The monthly rents

received by Skateworld from these subtenants are included in the Gross Income used as

the basis for calculating payments to the Agency.

IL Seo Consulting Retention

In June 2008, Seo Consulting, Inc. (“Seo Consulting”) was requested by the Agency to
perform a review to analyze Skateworld’s Gross Income, including the rents collected by
Skateworld from its subtenants, and the payments made to the Agency in accordance with

terms of the Agreement, and other financial data.



III. Information Reviewed

To perform this review, Seo Consulting reviewed documentation provided by both the
Agency and Skateworld. The Agency’s documents primarily included the Agreement
between the Agency and Skateworld, information on the rents received from Skateworld,
the Lease Agreements between Skateworld and the subtenants, property tax information
and limited accounting and financial data provided to the Agency by Skateworld. Seo
Consulting also had discussions with Agency staff familiar with the Skateworld Lease.
The primary source of information for the analysis was obtained from Skateworld,
specifically, its accountant, Ray Arias, CPA. Mr. Arias provided daily operating
information from January 2003 through July 2008; rental invoices for the subtenants,
accounting reports that itemize operating and rental information by month, general
ledgers and Skateworld Financial Statements. We also had discussions with the President

of Skateworld, Gary Stang; Jeff Barry, Esq., Skateworld’s attorney; and Mr. Arias.

IV.  Skateworld Gross Revenue and Amounts Paid to the Agency

To evaluate if the amounts paid by Skateworld to the Agency were consistent with the
terms of the Lease, we calculated Skateworld’s Gross Income on a monthly and annual
basis, applied the relevant percentage payable to the Agency and compared these
amounts to the actual amounts received by the Agency. From January 2003 through
December 2007, with some minor exceptions, Skateworld was in compliance. with the
terms of the Lease for amounts that were to be paid to the Agency. From January 2003
through December 2007, Skateworld should have paid $427,932 to the Agency. Based
on records provided by the Agency, Skateworld actually paid $427,054, a difference of
$878. Exhibit 1 to this report presents the detailed findings of this particular analysis.



V. Rent Adjustments

In addition to the monthly rent,v the subtenants pay a monthly rental adjustment to
Skateworld. Basically, each subtenant is responsible for a proportionate share of the
common area maintenance costs based on the square footage of the subtenant’s space.
The amount of the rental adjustment received from the tenants, plus Skateworld’s share,
should equal the total common area maintenance costs, thereby resulting in neither a gain

nor a loss for Skateworld.

Skateworld does not maintain documentation that supports the calculation of the monthly
rental adjustment charged to each of the subtenants. A document that provided a sample
calculation in 2002/2003 was discovered, but was of limited use. We did perform an
analysis of the historical rental adjustment and had discussions with Skateworld to
evaluate if Skateworld was receiving more from the subtenants than the actual common
area maintenance costs which would cause the subtenants to be overcharged and would
also result in additional amounts that should have been paid to the Agency. It appears
that the difference is immaterial, however, because Skateworld does not maintain detailed
records to support the monthly rental adjustments, our findings are inconclusive at this

time.

VI Financial Benefit to Skateworld

For the period that was the subject of this review, Skateworld gained a significant
financial benefit from the Lease by paying the Agency a small percentage of the rents

collected from the subtenants.

From January 2003 through March 2008, Skateworld collected $937,815 in rents from
the subtenants and paid the Agency $135,640 resulting in a difference of $802,175 (see
Exhibit 2). This amount, $802,175, represents the portion of the rents collected that

Skateworld reports as Net Income or as a Management Fee to its President, Gary Stang.



It was unclear how much of this financial benefit that Skateworld used to perform repairs

and maintenance on the property as required by Paragraph 6.3 of the Lease that states:

LESSEE agrees to assume full responsibility and cost for the operation
and maintenance of the Premises throughout the term. LESSEE will
perform all such repairs and replacements necessary to maintain and
preserve the Premises in a decent, safe, healthy, and sanitary condition
satisfactory to AGENCY and in compliance with all applicable laws.

From January 2003 through March 2008, Skateworld reported that it had incurred
$54,649 in Repairs and Maintenance costs for equipment and $92,270 for other Repairs
and Maintenance. However, Skateworld does not maintain receipts or invoices so we
were unable to determine what portion of these costs were for repairs and maintenance as
required by the Lease, for Skateworld-specific purposes or what costs were paid by the

subtenants as a part of the monthly Rent Adjustments collected by Skateworld.

We also performed an analysis to evaluate the impact that the financial benefit had upon
Skateworld’s operations. According to the Skateworld Income Statements, the total Net
Income from Skateworld operations-only from January 2003 through March 2008 was a
loss of $74,932 and during that same period, the total Net Income from the subtenant
rental revenue was $243,193 (Exhibit 3A). To determine what Skateworld’s operations
would have been if it did not receive the revenue stream from the rental income, we
adjusted Skateworld’s Income Statements by removing the impact of the rental income
and compared it to the Net Income as reported (that includes the rental income benefit).
From January 2003 through March 2008, Skateworld reported total Net Income of
$168,261 that includes both Skateworld operations and the rental income impact.
However, Skateworld would have incurred losses totaling $156,039 for the same time
period if it did not have the benefit of the rental income from the property. (Exhibits 3B
and 3C). |



VIL

Conclusions

Based on our review, we conclude:

Skateworld’s accounting records generally support the payments made to the

Agency relative to Paragraph 3.2 of the Percentage Lease Agreement.

Skateworld, and its President, Gary Stang, earned $802,175 out of total rents
collected of $937,815 from January 2003 through March 2008.

Skateworld does not maintain supporting documentation, such as receipts and
invoices, to determine what portion of the repairs and maintenance expenditures

were Skateworld-specific or for purposes required under the terms of the Lease.

From January 2003 through March 2008, Skateworld reported a loss of $74,932
from Skateword-only operations. During that same period, the Net Income from

the subtenant rental revenue was $243,193.

Without the financial benefit of the rental income, Skateworld would have
incurred losses totaling $156,039 for the time period from January 2003 through
March 2008.



EXHIBITS

1. Calculation of Rent Owed to the Agency
2. Net Received by Skateworld and Gary Stang
3. Income Analysis
A. Comparison of Skateworld Operating Income to Other (Rental) Income

B. Net Income Comparison Summary:
Reported vs. Adjusted to Exclude Rental Income Impact

C. Income Statements Adjusted to Exclude Rental Income Impacts
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